Reguiation Of The Commodity Futures
Mairkets-- What Needs To Be Done

Aithough the Commodity Futures Trading
Commission has made a significant beginning
in extending Federal regulation to segments
of the industry neva: before regulated, much
remains o be done to fully implement the
mandate and congressional intent of the 1974
act which created tihe Commission,

The Commission has besen hampered by a
variety of organizational and management
problems and by weaknesses in planning
which have prevented it from making optimal
use of its resources. It has also had to contend
with widespread fraud in commodity options
trading.

To enhance Federal regulation of the futures
markets and to promote effective industry
self-regulation, the Commission needs to cor-
rect wealknesses in such program areas as con-
tract market designations, rule enforcement
review, abusive trading practices, registration,
custorner claims, and market surveillance.
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To the President of the Senate and the
Speaker of the House of Representatives

This report assesses the performance of the Commodity
Futures Trading Commission in regqulating the Nation's com-
modity futures markets and details the actions which need
to be taken to strengthen regulation of these markets.

We reviewed the Commission as a followup to our 1974
recommendation that the commodity futures industry be regu-
lated by a strong, independent agency and in anticipation of
the Congress having to decide whether the Commission should
be reauthorized after fiscal year 1978.

We made our review pursuant to section 8 of the Commod-
ity Exchange Act (7 U.S8.C. 12-3).

We are sending ccpies of this report to the Director,
Office of Management and Budget, and the Chairman, Commodity

Futures Trading Commission.
C mptrolier General

of the United States




COMPTROLLER GENERAL'S REGULATION CF CTMMODITY FUTURES
REPORT TC THE CONGRESS MARKETS--WHAT NEEDS TO BE DONE

Because of the vital role that futures markets
play in the U.S. economy, the Commodity Futures
Trading Commission should be reauthorized for

4 years bevond fiscal year 1978 to regulate
futures trading in an atmosphere as free as
possible from potential conflict of interest.
(See c¢h., 2.)

The Commission, an independent agency, was
created by the Commodity Futures Trading Com-
mission Act of 1974 on recommendation of GAO.
The agency has broad regulatory powers which
its predecessor, the Commodity Exchange Author-
ity in the Department of Agriculture, did not,
The act contains a "sunset provision" authoriz-
ing the Commission only through fiscal year
1978,

Futures trading is the buying and selling of
standardized contracts for the future delivery
of specified grades and amounts of commodities.
Ten commodity exchange$ provide organized cen-
tral markets where trading can take place
through open outcry and competitive bidding.
The tvading volume for calendar year 1977 was
42.9 million ceatracts valued at over a tril-
lion dollars. (See ch. 1.)

In this first report on the activities of the
new Commission, GAO finds many weaknesses in
program activities and management functions.
However, if GAO recommendations are carried
out, they should provide the basis for im-
proved regulation of the futures markets.

As to futures convracts on financial instru-
ments, the Congress should (1) grant the Sz-
curities and Exchange Commission regulatory
jurisdiction over some types, such as stocks
and bonds, and limited authority over others,
such as Treasury bills and bonds and (2)
establish an jinteragency advisory council to
serve as a forum for representing the views of
affected agencies. (See ch. 2, pp. 15 and 15.)

. Upon remova), the report
cover ﬁa‘e should b noted hareon. i CED-78-110




COMMISSTON PLANNING
YFEDS GREATER EMPHASIS

The Commission has been slow in recognizing
that a formalized planning process is a basic
management function and decision tool.
Because of this, its regulatory posture has
been overly ad hoc and reactive, as cpposed
to anticipatory and preventative. GAD recom-
mends actions to help correct these deficien-
cies in chapter 13, pages 227 and 228,

WEAKNESSES IN ORGANIZATION
AND_MANAGEMENT HAVE
AMPERED CPERATIONS

The Commission's performance has been affected
adversely by a number of organizational and
management problems, including

--lack of strong management experience in top
executive positions,

--management weaknesses in the Executive Direc-
tor's office due to organizational instabil-
ity and jurisdictional disputes,

--high rate of staff turnover,

~-—-failure to develop professional cadres and
managers from within the organization, and

--lack of a broad representation of views on
Commission advisory committees.

GAO's recommendations focusing on these matters
and cn the need for the Congress to amend the
act to delete a regquirement that the Executive
Director be confirmed by the Senate will be
found in chapter 14. (See p. 242.)

MARKET DESIGNATION PROCESS
NEEDS IMPROVEMENT

An important and far-reaching responsibility
of the Commission is the designation ol ex-
changes as contract markets in particular
commodities. GAO found, however, that the Com-
mission's initiai market designation reviews,
done in 1975 under statutory time constraints,
were not comprehensive enough tc¢ assure that
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only contract markets meeting statutory and
Commission requirements were designated. GAO's
recommendations £0 assure that unresolved is-
sues are followed up on and that future market
designation reviews are improved are found in
chapter 3. (See p. 33.)

NEED TO IMPROVE RULE
EMFORCEMENT

Exchange enforcement of its own rules is the
key to the self-regulatory vrocess which the
Congress envisioned when it established the
Commission. The Commission reviews exchange
rule enforcement procedures and performance as
part of its regulatory oversight. 1Its reports
evaluating rule enforcement at the New York

and Chicago exchanges show that effective self-
regulation in the commodity markets is not yet
a reality.

GAO found that while the Commission's rule en-
forcement review program has produced some pos-
itive results, more remains to be done. GAO's
recommendations to improve the program and as-
sure affirmative self-regulat.ion of the commod-
ity futures industry are found in chapter 4.
(See pp. 56 and 57.)

MANY UNRESOLVED ISSUES
RELATING TO TRADING PRACTICES

Dual trading--floor brokers and futures commis-
sion merchants trading for their own accounts
as well as for customers--can recult in abusive
trading practices, such as a floor broker or
futures merchant directly competing with a cus-
tomer's interest. Questions of whether to con-
tinue to permit dual trading and whether it is
needed for market liquidity are among the press-
ing issues facing the new Commission and have
not been considered systematically or
comprehensively. (See ch. 5.)

The Commission should develop and analyze evi-
dence based on experiences in the market to
determine whether dual trading is necessary for
trading liquidity and whether it promotes abu-
give practices.
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Although the Commission issued regulations on
trading standards for floor brokers and futures
merchants to guard against dual trading abuses,
it has done little to see that the standards
are being followed.

Similarly, the Commission has published regula-
tions for time sequencing of all trades to the
nearest minute, but has not used its authority
to obtain exchange compliance. No enforcement
action was taken against six exchanges which
violated the regulations. GAO <¢oncluded that
the Commission does not have sufficient exper-
tise ard information on time seguencing of
trades.

GAO's recommendations to improve decisionmaking
on dual trading issues and to assure that Com-
@aission regulations on trading standards and
time sequencing are enforced will be found on
pPp. 79 and 8§0.

Reconstructing trading by means of a trade
practice investigation is the primary method
for detecting and deterring abusive trading.
However, the Commission has not aggressively

or systematically investigated for noncompeti-
tive trades by individuals nor established a
plan for a periodic review of trading at each
exchange. GAO's recommendations to the Commis-
gion include developing a computerized invasti-
gative capability and a comprehensive plan to
perform investigations at each exchange.

REGISTRATION AND AULIT PROCRA.1S
CAN BE MORE EFFECTIVE '

The Commission's reg¢istration program is not as
effective as it could be 1n preventing unfit

and unqualified individuals and firms from being
registered and reregistered. The primary
screening of apnlicants consists of name checks
against Securities and Exchange Commission rac-
ords of persons or firms that have committed
securities-related violations and against FBI
arrest and cnnviction files. These checks are
useful in weeding out some unfit applicants.

However, the Commission should fingerprint appli-

cants and check the prints against FBI records.
Other GAC recommendations on these matters will
be found in chapter 6, pages 92 and 93,
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The Commission has been slow in implementing a
1975 GAO recommendation that it redirect its
audit function to a strong oversight role and
transfer the primary responsibility for eniorc-
ing required financial provisions of the regu:-
lations to the exchanges and require that
futures merchants engage independent public
accountants to audit their financial statements.
GAO's latest review showed that the Commission
does not audit futures merchants often enough
to assure that customers' funds are adequately
safeguarded. GAO's recommendations on these
rand other audit matters will be found in chap-
ter 7, page 105.

MARKET SUMVEILLANCE
NEEDS IMPROVEMENT

Marfitet surveillance consists of monitoring the
performance of futures markets to detect and
prevent disruptions as well as adverse condi-
tions, such as price manipulations. Because of
statutory reguirements, both the Commission and
the exchanges perfcrm market surveillance.

These efforts, now largelv performed independ-
ently, can be made more wffective with improved
coordination, mutual understanding, clear deline-
ation of responsibility, and a sharing of market
data. The Commission, together with industry,
should work toward improving the overall surveil-
lance effort.

The Commission needs reliable cash price data to
perform surveillance. However, deficiencies in
the cash price data, known to the Commission,
have not been corrected. The Commission should
gsearch for alternatives to improve cash price
data and continuously monitor commodities to
keep current with changing market conditions.
For these and other recommendations see chapter
8, page 130.

COMMODITY OPTIONS REGULATION
HAS NCT BEEN EFFECTIVE

In contrast to a commodity futures contract, a
commedity option represents & right but not an
obligation to buy or sell a commodity (or a fu-
tures contract) at an agreed price within a
specified time. During the past few years, op-
tion trading on foreign commodities has attracted
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substantiial customer interest as well as the
participation of allegedly fraudulent operators
who saw the potential for quick profits through
high-pressure, boilerrcom tvpe operations. At
the same time the Commission's efforts to requ-
late option trading and prevent fraudulent and
illegal activity have been generally ineffective.
(Jee ch. 12.)

The Commission, deciding not to suspend option
salzs, tried to regulate their sales by issuing
regulations covering, among other things, fraud,
recistration of persons offering options to the
mublic, segregation of funds, keeping of buoks
and records for Commission inspectior., and mini=-
mum capital requirements.

Because the 1974 act granted the Commission ex-
clusive jurisdiction over options--effectively
preempting the States® and the Securities and
Exchange Commission's regulatory activities in
this area--the Commission should have carefully
assessed whether it had the necessary resources
to properly regulate options. In GAQ's view,
the preemption of other Government agencies,
coupled with the limited staff and experience
of the Commisgsicn and its considerably broad-
ened regulatory responsibilities, pointed to a
need to proceed slowly and with care i21 the
options area—--an area that is controversial

and scandal ridden.

The Commission's decision to permit option
trading resulted in the creation of a regula-
tory vacuum which was exploited by some un-
scrapulous individuals to the detriment of many
unsuspecting option investors. Understaffed,
overextended, and lacking in the ability to en-
force compliance effectively with its option
regulations, the Commission was never able to
make these rules the meaningful customer protec-
tions they might have been.

The Commission's efforts on options have drained
its resources seriously and interfered with its
ability to deal with its primury responsibility--
commodity futures reculation.

Despite delays in implementing its option reaqu-

lations, costly and time-consuming legal chal-
lenges to the regulations, and steadily
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accumulating evidence of flagrant and widespread
violation of its rules, the Commission only re-
centlyv suspended the sale of options after June 1,
-1978. GAO recommends that the Congress support
the Commission's actions by amending the act to
suspend option trading.

The Commission still intends to go ahead with

a pilot program of option trading on domestic
exchanges. GAO believes that such a program

is inadvisable at this time. 1In view of its
broad mandate and responsibilities in the area

_ of futures regulation, as well as the many areas
identified in GAO's review as requiring urgent
attention, GAU recommends that the Commission,
for the time being, devote all of its resources
to improving the regulation of futures trading,

To enhance customer protection, GAO recommends
that the Congress amend the act to grant the
States authority to act on options and commodity .
fraud. (See pp. 209 to 211 for GAO's detailed
recommendations to.the Commission and to the
Congress on option trading.)

REPARATIONS PROGRAM
INADEQUATE TO MEET DEMAND

Since 1976 the Commission has operated a repara-
tions program for adjudicating monetary claims
against Commission registrants who violate the
act or Commission requlations. The program
would be most effective if it provided rela-
tively fast adjudication to as many aggrieved
parties as possible. However, a growing backlog
problem and seemingly overly complex regulations
have jeopardized the program's effectiveness.

GAO also concluded that the Commissioners need

to significantly increase their involvement in
reviewing cases initially decided by administra-
tive law judges. As a further measure to speed
up the program, the Congress should increase from
$2,500 to $5,000 the amount of damages needed to
justify extensive oral hearings before the judges.
(See ch. 9, p. 144 for GAO's recommendations.)
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ECONOMICAL PROCUREMENT POLICIES AND
PROCEDURES SHIQULD BE FOLLOWED

The Commission has not followed many established
policies and procedures for efficient and economi-
cal procurement and management of property and
services by Government agencies. In negotiating
long-term leases for its offices, the Commission
did not obtain appraisals of the fair market
value of the leased property which are necessary
to assure that legal rent limitations are nnt
exceeded. Also, the Commission spent amounts on
improvements to leased property in excess of
legal limitations and entered into long-term
leases which are prohibited by law,.

Although its procurement approach enabled it to
obtain office space, furniture, supplies, and
services of a higher guality than that normally
obtained by Government agencies, thore was lit-
tle assurance that these procurements were made
to the best advantage of the Government, price
and other factors considered. GAO's recommenda-
tions, including the need to amend the act to
place leasing authority under the General Serv-
ices Administration, appear in chapter 10,
pages 159 and 160.

FINANCIAL DISCLOSURE SYSTEM
NEEDS TO BE STRENGTHERED

GAO's review of the Commission's financial dis-
closure system for employees and regulations on
the misuse of nonpublic information leads it

to recommend that the Commission should reguire
lower level auditors, investigators, economists,
and attorneys to file fiprancial disclosure state-
ments annually and establish a certification sys-
tem for emplovees not required to file statements.
/See ¢h. 11., p. 170.)

Because the gppiopriate legislative committees
and the Congress need GAO's report as early as
possible in the reauthorizetion review process,
GAC did not obtain formal ccmments from the
Commission; howeve:, the results cof its review
were discnssed with agency officials.
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GAQ's tentative review results were also pre-
sented in February 1978 statements before the
Subcommittee on Agricultural Research and Gen-

‘eral Legislation, Senate Committee on Agricul-

Taar Sheat

ture, Nutrition, and Forestry and che
Subcommit.ee on Conservation and Credit, House
Committee on Agriculture. The Commission had
the opportunity to respond to GAQ's findings
before those subcommittees.
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CHAPTER 1

INTRODUCTION

A dramatic increase in the volume and value of trading
on the Nation's commodities exchanges has taken place since
the early 1970s. 1In fiscal year 1970, 13.6 million con-
tracts valued at $148 billion were traded. About 42.9 mil-
lion contracts valued at over one trillion dollars were
traded in calendar year 1977.

The sharp increase in commodity trading is the result
of a variety of diverse occurrences that have affected the
markets and consumers. The price of agricultural commodi-
ties innreased to record highs during the early 1970s
because of unanticipated foreign purchases of U.S. commoedi-
ties, successive devaluations of the U.S. dollar, depletion
of Government-held agricultural surpluses, and adverse
weather conditions. A reason for recent increases in trad-
ing is the wide varietv of commodities that are now
available. Trading is no longer limited tc¢ agricultural
products. New futures contracts are continually being
added, such as interest rate futures and foreign currency
futures. Another reascon for the recent increase, according
to industry and Government sources, is that more producers
are learning to use the futures markets as a way to market
their products at better prices and as an effective antidote
to price volatility.

Until 1974, the Secretary of Agriculture was authorized
by the Commodity Exchange Act, as amended (7 U.S.C. 1 et
seg.) to regulate futures trading only in certain specified
agricultural commodities. The contracts, which included
among others frozen pork bellies, corn, wheat, soybeans,
live hogs, and oats, were traded on boards of trade (commod-
ity exchanges) designated by the Secretary as contract
markets. 1In 1973, 18 exchanges were approved to trade in
futures contracts; hcowever, only 10 were .ctive at that time.
Trading was also conducted on exchanges in approximately
18 commodities not then subject to regulation under the act.
These commodities included lumber, silver, U.S. coins, cocoa,
propane gas, and others.

The Secretary had established the Commodity Exchange
Authority to carry out the act, but kept his authority to
(1) approve trading on designated exchanges, (2) conduct
disciplinary proceedings, and (3) promulgate regulations.
The act also made the Secretary, or his designee, chairman
of the Commodity Exchange Commission which was established



to set limits on speculative trading and order disciplinary
actions against exchanges regarding trading in regulated
commodities.

CREATION AND RESPONSIBILITIES OF THE
COMMODITY FUTURES TRADING COMMISSION

During 1973 aad 1974 hearings were held in both the
House and Senute to consider the effectiveness of the De-
partment of Agriculture in supervising futures trading, the
effect of futures trading on consumer food prices, and the
need for additional statutory authority to ensure public
confidence in the integrity of trading and exchange activi-
ties. We reported to the Congress (B-146770, May 3, 1974)
our interim observations on the operation of the Commodity
Exchange Autheority and futures trading. We recommended
that a strong, independent agency be established separate
from the Department of Agriculture to regulate all commodity
trading, including but not limited to the previously reg-
ulated agricultural commodities.

After a careful consideration of the views of inter-
ested parties, & strong, independent agency, the Commodity
Futures Trading Commission (CFTC), was established by the
Commcdity Futures Trading Commission Act of 1974, Public
Law 93-463 (88 Stat. 1389). The 1974 act substantially re-
vised the Commodity Exchange Act 1/ to provide comprehensive
regulation of all commodities, goods, and services traded
in the futures markets, 2/ Effective April 21, 1975, CFTC
became the sole administrator of the act, replacing the
Secretary of Agriculture and the Commodity Exchange Author-
ity and Commission. According to Senator Talmadge, chairman
of the congressional conference committee that agreed on the
CFTC Act, the Commission was to be "comparable in stature
and responsibility to the Securities and Exchange Commission"
(SEC) which regulates the securities industry.

CFTC was given substantially more authority than its
predecessor agencies to enforce the broad mandate of the
act. Added powers include responsibility to obtain court
injunctions, to litigate in court with its own attorneys,
extraordinary powers to deal with market emergencies, and
to conduct an education and research program.

1/We refer to the amended Commodity Exchange Act as the act,

2/A schedule of the 10 active exchanges, volume of trading,

and commodities traded is shown in appendix I.



In addition, the Commission is responsible for

--designating as contract markets any exchange demon-
strating that futures trading in the contract for
which designation is sought will, among other things,
not be contrary to the public interest;

--reviewing for approval bylaws, rules, regulations,
and resolutions of designated contract markets relat-
ing to trading requirements;

--processing through administrative hearings repara-
tions claims by traders who allege monetary injury
due to a violation of the act by one registered with
CFTC;

--regulating transactions in standardized margin or
leverage account contracts in gold and silver bulk
coin or bullion; and

--registering and examining the fitness of persons
handling traders' accounts, futures commission mer-
chants, commodity pool operators (persons who manage
entities much like a securities mutual fund), and
commodity trading advisors.

To ensure that designated markets are operated effi-
ciently, effectively, and without manipulation, CFTC is au-
thorized to establish additional delivery points for traded
commodities, to regularly inspect designated contract mar-
kets, and to set limits on the total number of open positions
in a market individual traders or concerted trading groups
may hold in a particular market ("speculative limits").
Further, the act authorizes CFTC to define a number of regu-
latory terms, including bona fide hedging, and to determine
whether or not to allow certain trading practices, including
dual trading--trading by brokers for their own account as
well as for the public--and commodity options trading. CFTC
ig also directed to consider the antitrust consequences of
its acts and to achieve its objectives by the least anticom-
petitive means. Penalties are provided for violation
of the act.

While the Commission is the prime regulator of the in-
dustry, the act contemplates considerable industry self-
requlation. To further self-regulation, title III of the
1974 act authorizes any national futures association to reg-
ister with the Commission as an industrywide, self-regulacory
body subject to minimum statutory standards.



DEFINITION AND PURPQSES
OF FUTURES TRADING

Futures trading is the buying and selling of standard-
ized contracts for the future delivery of a specified grade
and amount of a commodity. Commodity exchanges provide or-
ganized central markets where trading can take place through
open and competitive bidding. The physical commodity itself
is actually traded on the "cash" or "spot" market, and it is
the economic purpose of the futures market tc help the "cash"
markets work better. This is performed by helping to estab-
lish cash prices and permitting traders to protect themselves
from adverse price movements of the physical commodity.

In theory, futures and spot markets move roughly in
tandem if a freely competitive market exists. During the
period immediately before the futures contract expires,
prices in the two markets tend to converge. Thus, positions
in each market tend to cancel each other out; gains in the
cash market would be offset by losses in the futures market,

Hedging

A primary purpose of futures markets is to allow pro-
ducers, merchandisers, and processors to shift some of the
risks of adverse price movements of the physical commodity,
This is called hedging. The hedger has an interest in the
physical commodity in that he either owns gquantities of it,
has a future need for it, or has a firm commitment to buy
or sell a quantity of the physical commodity. 1/ There are
two types of hedges used in the futures markets: the buying
(long) hedge and the selling (short) hedge.

The buying hedge consists of buying futures contracts
for quantities of the commodity approximately eaual to the
quantity of the physical commodity needed to fulfill proc-
essing requirements or other commitments. This hedge may
be used by flour millers and cattle feeders or by grain
merchants having firm cash sales commitments Tor future
delivery that exceed inventories. The buying hedge protects
hedgers from any future price advances of the commodity on
the cash market and allows them to project their materials
costs and to price their product at lower profit margins.

1/ Financial institutions use futures contracts on finan-
cial instruments for similar purposes.



The selling hedge consists of selling futures contracts
for quantities of the commodity approximately equal to the
quantity of the physical commodity owned and/or firmly com-
mitted to be purchased. This hedge may be used by farmers
or by grain merchants having inventories which are not com-
mitted in the cash market. The sellinag hedge, therefore,
provides the hedger with a quaranteed price for his inven-
tory and protects the value of his inventory from any future
price decline of the commodity on the cash market. A second
advantage of the selling hedge is that lending institutions
normally will loan a higher percentage of the estimated in~
ventory value if it is adequately hedged in the futures
market.

Speculating

Speculators are traders who, unlike hedgers, have no
interest in the physical commodity itself. They trade in
the market solely to profit from assuming the risks of price

luctuations—--perhaps the same risks the hedgers desire to
avoid. By standing ready to purchase or sell futures con-
tracts based on price alone, speculators are viewed as in-
creasing the liguidity and competitiveness of markets which
adds trading volume and thus minimizes price fluctuation.
This also adds to the possibility that hedge orders limited
to a stated price are tilled.

Commodity exchanges

Commoditv exchanges are centralized marketplaces where
standardized futures contracts can be bought and sold in a
competitive, free market setting. The important role of
the exchanges is recognized by the act in its provisions
requiring any person maintaining an office in the United
States for futures trading o conduct business through or
as a member of an exchange designated as a contract market
tnder the act. Acting in their own self-interest to pre-
serve the integrity of their markets and under requirements
of the act, exchanges are responsibile for

--enforcing their own rules and regulations designed
to ensure that trading is done in an open and honest
manner without fraud, deceit, or attempted
manipulation;

--maintaining a disciplinary system for exchange
members:

~-maintaining complaint procedures for aggrieved
customers;



--preventing falce and misleading information from
being disseminated; and

--maintaining trading records and reporting certain of
those records to CFTC.

Exchanges may also set limits on speculative trading, es-
tablish margin limits, and set limits on the maximum daily
price change allowable in a contract.

According to the act, five categories of pecple or
firms must register with CFTC.

1. Futures commission merchants (FCMs)--Individuals,
associations, corporations, and trusts soliciting
or accepting orders for the purchase or sale of
any commodity for future delivery.

2. Associated person--Any person associa‘ed with any
FCM as a partner, officer, or employee in any.
capacity which involves (a) soliciting or accept-
ing customers' orders or (b) supervising any per-
son so engaged.

3. Floor broker-—-A person who may buy or sell futures
contracts on the trading floor of the exchange fer
others, for his own account, or for an account
which he controls.

4. Commodity trading advisor--A persen who advises
others direci:y or in writing on the vaiue of
commodities or on trading commodities for future
delivery or who issues analyses or reports on
commodities.

5. Commodity pool operator--A person who is engaged
in a business, such as an investment trust or syn-
dicate, and who receives from others funds to
trade in commodities for future delivery on a con-
tract market.

CFTC

CFTC started operations in April 1975 as an independ-
ent regulatory agency. The Commission consists of a chair-
man and four other members appointed by the President with
the advice and consent of the Senate. The President is di-
rected to seek to establish and maintain a balanced commis-
sion, including but not limited to persons knowledgeable in
futures trading, its requlation, and the articles and goods
covered by the act. The Chairman is chief administrative



officer with statutory authority te appoint and supervise
personnel and distribute business among such personnel and
administrative units within the Commission. In carrying

out these functions, the Chairman is subject to the general
policy direction and specific actions of the Commission. An
executive director, chosen by the Commission and subject to
Senate confirmation, is to handle such functions as assigned
by the Commissicen. The executive director is responsible
for the day-to-day operation of the Commission, and CFTC di-
visions and offices report to him.

The Commission is made up of sgeveral divisions and
offices. The Divisgion of Trading &<3 Markets reviews ap-
plications for contract market designation, conducts trade
practice investigations, reviews and analyzes contract mar-
ket rules and rule changes, polices exchange rule enforce-
ment programs, registers and audits persons required to
register under the act, and drafts regulations to implement
the act. The Division of Enforcement carries out the Com-
migsion's enforcement program aimed at uncovering violators
of the act uand deterring other possible violations. The
program involves investigations, litigation, customer com-
plaints and services, and reparation proceedings. The
Office of Surveillance and Analysis conducts daily market
surveillance, does economic znalysis of contract terms,
makes liquidation inquiries, and does special studies.

Other sffices include:

—--0ffice of the Chief Economist which is responsible
for research on such things as the definition of
commodity terms, dual trading, and options.

~-0ffice of Hearings and Appeals which is responsible
for implementing adjudicatory hearings required by
the act, including reparation controversies,

-~-0ffice of Policy Review which is responsible for
coordinating and reviewing long-term planning goals
and policies.

--Qffice of General Ccunsel which represents the Com-
mission in Federal courts in appeals from decisions
rendered by U.S. district courts in injunctive, sub-
pena enforcement, or other actions brought by the
Commission; in appeals nf Commission orders; in
cases involving suits against the Commission; in
both Federal and State courts as amicus curiae; and
in private litigations involving 1issues arising under
the act.




For fiscal year 1977, CFTC's expenditures were
$13,085,000. CFTC's budget for fiscal year 1978 is
$13,196,000. The agency has regional offices in New York,
Chicago. San Francisco, Kansas City, and Minneapolis. CFTC's
organizational chart is presented in appendix II.

SCOPE OF REVIEW

This report represents our first effort to review the
effectiveness and efficiency of CFTC's operations. Soon
after we began, the Chairman, Senate Committee on Agricul-
ture, Nutrition, and Forestry reguested us to assist the
committee in its legislative oversight role. The committee
chairman's office reguested that we include in our review
certain areas--dual trading, options, and several others-—-
which were of particular concern to the committee. Also,
the Chairman of the Subcommittee on Domestic Marketing,
Consumer Relations, and Nutrition of the House Committee on
Agriculture requested that we include in our review a study
of CFTC's procurement practices and its system to safeguard
against possible conflicts of interest by employees.

We interviewed officials and reviewed files, recordéds,
and internal correspondence at CFTC headquarters in Washing-
ton, D.C., and at regional offices in Chicago and New York.
Of CFTC's 450 employees, about 370 worked at these three
locations.

We also visited the eighkt exchanges in New York and
Chicago. We were denied access to records at the Chicago
Mercantile Exchange (CME) and were not granted access to
records at the Chicago Board of Trade (CBT) until near the
end of our review. In New York, one exchange, tlhe New York
Cocoa Exchange, Inc., refused us access to ite records and
the other four exchanges provided us with either ccumplete
or limited access.

To help us in our review, we hired three expert con-
sultants knowledgeable in the operations of the futures
markets. (See app. III.) We also attended seminars, Com-
mission meetings, and symposia and contacted numerous per-
sons, including State law enforcement personnel, involved
with CFTC's activities,

OTHER REPORTS CONCERNING
COMMODITY FUTURES REGULATION

The following reports to the Congress, dealing with
commodity futures regulation, may be of interest to readers
of this report:



"Need to Strengthen Regulatory Practices and
Study Certain Trading Activities Relating to
Commodity Futures Markets--Commodity Exchange
Authority, Department of Agriculture™ (B-146770,
July 16, 1965). :

"Interim Report on the Commodity Exchange Authority
and on Commodity Futures Trading--Department of
Agriculture®™ (B~146770, May 3, 1974).

"Improvements Needed in Reqgulation of Commodity

Futures Trading--Department of Agriculture, Com-
modity Futures Trading Ccmmission®™ (RED-75-370,

June 24, 1975).

Another report of interest is on the effectiveness of CFTC's
information~gathering program (GGD-77-52, May 26, 1977),



CHAPTER 2

CFTC SHOULD BE REAUTHORIZED

The 1974 act which created the Commodity Futures Trad-
ing Commission only authorized it to cperate through fiscal
year 1978. Legislation must be enacted reauthorizing the
Commission if it is to operate beyond that date. 'We believe
the Congress should reauthorize the Commission for 4 years.
We also believe that the Congress should make certain modi-
fications to the Commission®'s jurisdiction over futures con-
tracts on financial instruments and create an interagency
advisory council to serve as a representative forum for
agencies having jurisdiction over the commodities underlying
such futures contracts.

In our 1974 report we recommended that the Congress
establish an independent agency to regulate the commodity
futures industry. Because the commodity futures markets
play a vital role in the country's economic well-being, we
stated that they should be regulated by a strong and pres-
tigious agency. We continue to believe this.

In reassessing the need for a separate agency to regu-
late the fucures trading, we were also cognizant of the fact
that the futures markets, if manipulated, can have signifi-
cant repercussions on cash prices in the underlying
commodities. Therefore, a regulatory agency must be in a
position to step in quickly and, if necessary, take appro-
priate emergency action. A separate, independent agency,
as free as possible from outside influence, would be in the
best position to take such action and at the same time, fos-
ter public confidense in the futures markets.

Although our review has disclosed many weaknesses in
Commission management and program activities, we believe
that recent self-initiated vhanges underway at the Commis-
sion and implementation of our recommendations will lead to
improved regulation of the commodity futures markets.

THE DEPARTMENT OF AGRICULTURE
SHOULD NOT REGULATE FUTURES TRADING

In our May 3, 1974, repcrt to the Congress, we stated
why we believed an independent commodity futures regqgulatory
agency was necessary. Those reasons are as valid today as
they were then.

Some industry Fnurces have proposed returning the fu-

tures requlatory function back to the Department of
Agriculture. However, a potential conflict of interest
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would exist if this were done because the Agriculture
Secretary is charged by law to influence and maintain the
prices of many of the commodities traded in the futures
markets. It is not the function or role of commodity mar-
kets or of futures regulation to influence prices. The
proper regulatory function of an agency which regulates
futures trading is to assure that the markXet is free of
manipulation. An agency which regulates futures trading
must have a neutral role on commodity prices and be free of
built in conflicts of interest.

The 1974 act changed the Commodity Exchange Act to in-
clude "all other goods and services" in the definition of
regulated commodities. This has come to include financial
instruments, metals, and foreign currencies. Because the
Department of Agriculture has little or no expertise in
these areas and because of the mushrooming growth in futures
trading in nonagricultural commodities, returning futures
regulatory authority to Agriculture would not be a suitable
option in our view.

SEC_AND FUTURES REGULATION

In August 1977 we asked the Securities and Exchange
Commission for its views on whether the Commodity Exchange
Act should be amended to have SEC assume the responsibili-
ties of the present CFTC. SEC replied in a February 1978
lel:ter setting forth its views on similarities and differ-
snces between futures and securities regulation, effects on
SEC operations, and problems arising from the regulatory
grant of exclusive jurisdiction to CFTC.

The SEC letter stated that CFTC's responsibilities as
the regulator of the commodity futures markets are, to a
significant degree, similar to SEC's responsibilities over
securities markets. However, SEC noted that futures and
securities are by no means wholly comparable. Futures do
not have a capital~raising function similar to the securi-
ties narkets.

SEC also pointed out that integrating all futures regu~
lation into SEC could jeopa:uize SEC's ability to carry out
its responsibilities under the securities laws which contem-
plated separate, expert, and quick administration by a body
not distracted by other demands.

We have had discussions with representatives of SEC,
CFTC, the Treasury Department, and other Federal and State
agencies concerning the specific question of placement of
requlatory jurisdiction over financial futures markets. We
became convinced that certain modifications to CFTC's
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exclusive jurisdiction are desirable in order to enhance
the regulatory process in general and to ensure that *he
legitimate interests and concerns of other Federal agencies
are taken into account in the designation of futures con-
tracts on financial instruments (i.e., stocks, bonds, and
U.S. Treasury bills) and the regulation of tradirg in such
contracts.

In April 5, 1978, letters to the Chairman, Subcommit-
tee on Conservation and Credit, House Committee on Agricul-
ture, and the Chairman, Subcommittee on Agricultural
Research and General Legislation, Senate Committee on Agri-
culture, Nutrition, and Forestry, we stated that we are in
favor of amending the act to accomplish the followirg.

--Transfer t£o SEC jurisdiction over futures contracts
written on all securities subject to the registra-
tion reguirements of the Securities Act of 1933, 1/
includiug indexes of such securities. (No such fu-
tures contracts are now in existence, although a
proposal for a Dow Jones average futures contract is
presently pending before CFTC.)

--With respect to futures contracts written on securi-
ties exempt from the registration provisions of the
Securities Act of 1933, provide that SEC shall have
the right to bring an enforcement action under sec-
tions 17(a), 20, and 22 of the Securities Act of
1933, subject to CFTC's prior right to act.

--Create an interagency council composed of represent-
atives of CFTC, SEC, Treasury Department, and such
other agencies as the President may designate which
would serve as a forum for representing and exchang-
ing the views of those agencies interested in and
affected by the designation of and trading in futures
contracts written on securities.

With respect to our first proposal, we agreed with the
arguments made by SEC in its presentations to us and in tes-
timony before the Congress. Specifically, we found merit
in SEC's contention that options on registered securities
(presently regulated by SEC) and futures contracts on such
securities (presently subject to CFTC jurisdiction) are
derivative and essentially equivalent and interchangeable

1/ Primarily this includes publicly traded corporate stocks
and bonds.
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;inancial instruments. SEC argued persuasively that, given
its responsibilities for regulation of the underlying cash

‘'market in these securities and its authorit:y over ovtions

on these instruments, it must, if it is to do an effective
job of regulating and protecting the integrity of ‘these mar-~
kets, also have jurisdiction over futures contracts on such
securities. The split or "bifurcated" jurisdiction which
presently exists potentially limits the effectiveness of

SEC regulatory and surveillance efforts and opens the door
to "forum shopping” by those seeking the least stringent or
most permissive form of regulation.

The thrust of our proposed change is prospective. 1Lt
is intended to forestall the kinds of requlatory and market
surveillance difficulties which SEC has portrayed in its
presentations to us and to the Congress. Because it does not
involve existing futures contracts or established futures
trading activity, we believe that our suggested division
and transfer of regulatory jurisdiction can be¢ accomplished
easily and expeditiously, with negligible adverse impact on
the industry or on market participants.

In the case of futures contracts written on unregis-
tered or "exempt" securities (which include securities
issued or guaranteed by the U.S. Government or Federal agen-
cies) arguments supporting a reallocation of regulatory
jurisdiction from CFTC to other agencies can alsc be made.
However, in this area the problems associated with such a
transfer are more numerous and difficult, while the udvan-
tages are less clear~cut and compelling. In contrast to
securities which are subject to the exclusive Federal regu-
latory jurisdiction of SEC, exempt securities are subject
to the jurisdiction of a number of Federal agencies (Treas-
ury, Government National Mortgage Association, SEC, etc.)
none of which exercises, or to our knowledge has souglit
to exercise, exclusive regulatory jurisdiction. Furthermore,
while no futures contracts have yet been written on regis-
tered securities, a number of futures contracts have been
written on exempt securities (e.g., Treasury bonds, Treasury
bills, short-term commercial paper, and Government National
Mortgage Association mortgage certificates) and are cur-
rently being actively traded on futures exchanges. Several
new exempt security futures contract applications are pend-
ing before CFTC.

Thus, while the transfer of regulatory jurisdiction
over registered securities futures from CFTC to SEC is or-
ganizationally simple, promotive of regulatory efficiency,
and unlikely to have significant impact on market partici-
pants, the same cannot be said of a similar reallocation of
jurisdiction over exempt securities futures. Most of the
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agencies which have a direct interest in the exempt securi-
ties underlying such futures contracts are unprepared and
unequipped to exercise reqgulatory control over futures
trading in those securities. Nor do we think that such a
fragmentation and dispersal of regulatory authority is likely
to be effective or beneficial. Such a reallccation would
have a substantial immediate impact on exchanges, commission
houses, and other market participants and would likely lead
in the long run to a number of duplicative and inconsistent
regulatory requirements.

With a view to enhancing the protection of market par-
ticipants from fraudulent and deceptive practices and in
order to fill real and potential regulatory gaps, we also
favor amending the act to provide SEC with the right to bring
enforcement actions of an antifraud nature in connection with
the marketing of futures contracts written on securities ex-
empt from the registration provisions of the Securities Act
of 1933. SEC action would be subject to CFTC's prior right
to act. 1/

Finally, we are proposing that there .oe created an in-
teragency Council on Regulation of Securities Futures com-
posed of representatives of SEC, the Treasury Department,
CFTC, and such other agencies as the President may deem ap-
propriate, whose function it would be to ensure proper rep-
resentation and consideration of the interests of these
agencies in the regulatory actions undertaken by (1) CFTC
with respect to futures on exempt securities and (2) SEC
with respect to futures on registered secur.+’-~s,

The council would concern itself with p.,opcsals for
the designation of registered and exempt securities futures
as well as such policy~related market surveillance and regu-
latory questions as may arise from time to time in connec-
tion with the trading of existing securities futures. The
council arrangement envisions the maintenance of continuous
liaison and information exchange between and among its mem-
bers for the purpose of promoting efficiency, coordination,
and consistency in the formulation of overall Government
policy. Formal meetings of the council members would take
place according to a schedule and frequency agreed on by
the council members and on an ad hoc basis in response to
specific questions or issues which one or more members may

1/ In chapter 12 we discuss the need for the States to be -
granted authority to investigate and prosecute fraud in
commodity options or commodity futures.
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wish to bring before the council. Decisions of the council
‘would be advisory to CFTC and SEC.

CONCLUSIONS

The commodity futures markets play an increasingly
important role in the Nation’s economy. Because of this,
futures trading should be requlated by a strong and inde-
pendent agency which can instill full confidence in the
cperation and integrity of the futures markets. We believe
that CFTC has made an earnest effort to achieve this
objective. Although our review has disclosed weaknesses in
Commission management and program activitics, we believe
the implementation of recoummendations for improvement con-
tained in this report, as well as CFTC-initiated efforts to
upgrade the regulatory process, will lead to better regula-
tion of the commodity futures industry.

We oppose proposals which would abolish CFTC and trans-
fer its functions back to the Department of Agriculture. A
potential conflict of interest would exist if Agriculture
were to assume CFTC's responsibilities because the Secretary
is charged by law to influence and maintain the prices of
many commodities traded in the futures markets.

We are also not in favor of SEC assuming all of CFTC's
responsibilities. We believe that the differences between
CFTC and SEC in orientation and purpose would pose regula-
tory problems. Also, such a consolidation may have a detri-
mental effect on SEC's ability to provide effective
regulation over the securities industry. At the same time,
we see a need to make some minor modifications in CFTC's
jurisdiction over futures contracts on securities. These
modifications would, we believe, improve the regulatory
process, have minimal adverse effects on market participants,
and be largely prospective in nature.

RECOMMENDATIONS TO THE CONGRESS

We recommend that the Congress reauthorize CFTC for 4
years. At the same time, to promote effective and efficient
requlation of the commodity futures markets and to assure
that those agencies having legitimate concerns on the requ-
lation of futures on financial instruments are taken into
account, we recommend that the Congress amend the act to:

--Have SEC regulate all futures contracts on securities

{and indexes thereon) subject to the registration re-
quirements of the Securities Act of 1933.
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--Give SEC the right to bring enforcement action under
sections 17(a), 20, and 22 of the Securities Act of
1933, subject to CFTC's prior right to act.

--Create a council composed of CFTC, SEC, Treasury
Department, and such other agencies as the President
may designate to serve as an interagency advisory
forum on matters dealing with the designation and
regulation of financial futures contracts under the
jurisdiction of CFTC and SEC. (See app. IV for sug-
gested language which would amend the act to accom-
plish these recommended changes.)
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CHAPTER 3

CONTRACT MARKET DESIGNATIONS

NOT ADEQUATELY PERFORMED

One of the most important and far-reaching regulatory
functions performed by the Commission is the designation of
an exchange as a contract market in a particular commodity.
We fcund, however, that the Commodity Futures Trading Com-
mission's initial market designation reviews, done in 1975
under time constraints imposed by the CFTC Act, were not
comprehensive enough to assure that only contracts meeting
statutory and CFTC reauirements were designated. Although
CFTC has recognized some deficienclies in its initial con-
tract market designation reviews, it has generally not per-
formed more indeoth follow-on reviews of designated
contracts to assess whether the contracts and the exchanges
now meet the requirements.

To better fulfill its contract market designation
responsibilities, CFTC needs to

--follow up on unresolved and outstanding issues relat-
ing to its 1975 market designation reviews,

—--clarify and reevaluate portions of its market
designation guidelines,

--monitor exchange evaluations of the terms and condi-
tions of current contracts, ana

-~-designate additional contracts only when it has
unequivocally determined that exchanges meet all
statutory and CFTC-imposed market designation
requirements.

REQUIREMENTS FOR_CONTRACT
MARKET DESIGNATION

with the enactment of the 1974 CFTC Act, the responsi-
bility for designating boards of trade, called exchanges, as
contract markets was transferred from the old Commocity Ex-
change Authority in the Department of Agriculture to the
Commission. Public Law 94-16, aporoved Aprii 16, 1975, also
amended the Commodity Exchange Act to, among other things,
allow the Commission to designate existing exchanges on a
provisional basis for periods of up to 90 days, allowing
them to remain oven on the date the CFTC Act became effec-
tive, April 21, 197s5.
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Soon after it was establiched, CFTC began issuing 90-
day interim designations for those contract markets pre-
viously regulated by the Authority and interim designations
of 15 days for new markets first coming under Federal
regulation. By July 18, 1975, it had granted final designa-
tion to 46 contract markets on 10 exchanges which had been
operating under interim designations. By September 30, 1975,
it had granted designation to 89 contract markets on 11
exchanges. Of the 39 contract markets, 39 were previously
requlated by the Authority. One of the 11 exchanges, Pacific
Commodities Exchange, Inc., in San Francisco, later ceased
operations.

Sections 5, 5Sa, and 6 of the act list certain conditions
and requirements which must be complied with and carried out
either for an exchange to be initially designated as a con-
tract market or for it to maintain its designation. The
conditions include:

--Enforcing all bylaws, rules, regqulations, and reso-
lutions (coilectively referred to as rules) made or
issued by the exchange which have been approved by
the Commission,

--Providing for the prevention of false or misleading
creop reports by the exchange or any member which af-
fect or tend to affect the price of a commodity in
interstate commerre.

--Preventing the manipulation of prices or cornering
of any commodity by dealers or operators on the
exchange.

--Demonstrating that the transactions for future deliv-
ery in the commodity for which designation is sought
will not be contrary to the public interest.

--Being located at a terminal market where the cash
commodity is sold in sufficient volume and under
other conditions or, if not so located, providing
for the delivery of commodities at point or points
and upon terms and conditions approved by the
Commission,

Before designating an exchange, CFTC recuired each ex~-
change to submit an application containing information CFTC
needed to determine whether the exchange complied with stat-
utory contract market designation provisions. The informa-
tion listed in CFTC's market designation guidelines, referred
to as guideline 1, included

18




--the exchange's rules,

~—-its rule enforcement program,

--documentation establishing the commercial viability
of the contract and justifying its terms and
conditions, and

-—-evidence that the contract would be used fcor pricing
and hedging purposes and an affirmation that it
would not be contrary to public interest,

CFTC's regional offices reviewed exchange applications,

EXCHANGES DESIGNATED DESPITE
INADEQUATE RULE_ ENFORCEMENT PROGRAMS

To determine if an exchange is enforcing all bylaws,
rules, regulations, and resolutions made or issued by the
exchange which CFTC has approved CFTC does rule enforcement

reviews. (See ch. 4 for a more detailed discussion.) CFTC's
initial rule enforcement reviews were hurriedly performed
and were not comprehensive. 1In most cases they were essen-

tially desk audits. As a result, numerous deficiencies in
rule enforcement programs went unnoticed until revealed by
later CFTC reviews. Despite their shortcomings the 1975
reviews did uncover deficiencies at four New York and two
Chicago exchanges. However, the Commission designated these
exchanges anyway.

We also found that the Commission has designated addi-
tional contract markets on exchangces even though subsequent
rule enforcement reviews have shown that the exchanges' rule
enforcement programs needed improvement. 1In the case of the
Chicago Board of Trade, CFTC designated additional contract
markets without first comprehensively evaluating the ex-
change's rule enforcement program.

CFTC regulation 1.51 (17 CFR 1.51, 1977) (see p. 35)
cites eight areas which must be included in an exchange's
rule enforcement program, such as performing market surveil-
lance to prevant manipulation, investigating customer com-
plaints, and monitoring trading practices to detect and
prevent illegal, noncompetitive trading.

The following section describes our evaluation of the

rule enforcement reviews conducted by CFTC at the time of
initial contract market designation in 1975.
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Chicago exchanges

Mid America Commodity Exchange

CFTC's review of the exchange's rule enforcement program
consisted of a review of an exchange submission which described
the program and interviews with exchange officials. CFTC's
review revealed that the exchange did not perform all market
surveillance activities, as re~:uired by regulation 1.51,
Without such surveillance an e€-<change cannot detect and pre-
vent an adverse situation--such as manipulation--before the
market is disrupted. CFTC also expressed concern about the
existence of a potential conflict of interest on the part of
the president of the exchange. However, on July 18, 1975,
CFTC designated the exchange as a contract market in silver,
silver coins, and gold.

CFTC's review did not disclose deficiencies in the
exchange's monitoring of trade practices, procedures in han-
dling customer complaints, discipline of members, and the
exchange's recordkeeping (documentation of its rule enforce-
ment activities). Deficiencies in these and other areas
surfaced during CFTC's subsequent, more indepth, review in
1976. (See ch. 4.)

Chicago Mercantile Exchange

CFTC's review was based on interviews with exchange
officials, a brief review of the exchange's rules relatina
to its rule enforcement program, and a prepared statement
submitted by the exchange describing its program. CFTC
did not independently verify whether the exchange was
actually carrying out the prograr as described in its pre-
pared statement. Nevertheless, CFTC concluded that its
review

" % % * disclosed no evidence of an inadequacy
in CME's [Chicago Mercantile Exchange's] rule
enforcement program which would justifiably
serve as a basis for not designatinra CME as a
contract market * * * U

Because CPFTC's review was not thorough, it did not dis-
close deficiencies in the exchange's (1) trade practice
investigation program, (2) surveillance of trading in com=-
modities on a branch exchange (the International Mconetary
Market), (3) surveillance of floor tradinag practices., and
(4) recordkeeping system. These deficiencies surfaced dur-
ing CFTC's subsequent review which was completed in August
1977. (See ch. 4.) Also, desvite the deficiencies disclosed
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Aduring the 1977 review, CFTC designated the exchange as a
contract market in platinum (July 1977) and in stud lum-
ber (October 1977).

Chicago Board of Trade

CFTC's review of the exchange's rule enforcement program
consisted primarily of CFTC staff interviewing three exchange
officials on 2 days in the summer of 1975. CFTC did not in-
dependently verify the information obtained from the exchange
officials by examini . investigative files and other support-
ive records at the e. _nange. However, on the basis of these
interviews, CFTC's Chicago staff concluded that the exchange
did not have an affirmative program to detect and prevent
trading abuses and a formal written program for market
surveillance. Also, the exchange did not submit to CFTC a
written rule enforcement program.

Because of these deficiencies, CFTC's Chicago regional
office recommended that the exchange's designation be made
conditional on its (1) submitting a written rule enforcement
program and (2) establishing and implementing a program for
surveilling floor trading practices. However, in a July 18,
1975, letter the Commission advised the Board of Trade that
it was designated as a contract market in various commodi-
ties without conditions. Although the Commission apprised
the Board of Trade of the deficiencies in its program, it
stated that it believed designation of the exchange would
not be detrimental to the public interest.

In July and August 1977, CFTC designated the exchange
as a contract market in two additional commodities--commer-
cial paper and U.S. Treasury bonds. However, at the time
CFTC had not (1) determined whether the deficiencies cited
in the 1975 report had been corrected or (2) performed a
thorough review of overall rule enforcement at the exchange.

CFTC's Division of Trading and Markets first started an
indepth rule enforcement review on the exchange on July 25,
1977, On January 23, 1678, the Division submitted to the
Commission a report of its findings, which are discussed on
page 39. Essentially, the report concluded that there were
serious deficiencies in the exchange's rule enforcement
program.

New York exchanges

CFTC's reviews of the rule enforcement programs of five
New York exchanges in June 1975 were primarily based on dis-
cussions with exchange officials and reviews of exchange
submissions. Exchange records were not analyzed. However,

2l



the reviews disclosed a number of common deficiencies at
four 1/ of the exchanges as shown below:

New York
Coffee New York
and Cocoa New York Commodity
Sugar Exchange, Cotton Exchange,
Deficiencies Exchange Inc. Exchange Inc.

Insufficient staff

assigned to rule

enforcement X X X X
Inadequate surveillance _

of trading practices X X X X
Inadequate examinations

of member's records X X X X
Inadequate market _

surveillance - X X X
Lack of adequate

procedures for

taking disciplinary

actions - X . = X
Lack of adequate

examination of

apparent violations

of exchange rules - - X -
Failure to maintain

required records - - X -

In addition to designating the above exchanges as con-
tract markets for various commodities in 1975, CFTC desig-
nated the Commodity Exchange as a contract market for zinc
in October 1977. This was done despite the fact that a CFTC
review of the exchange's program in 1976 showed that the
original deficiencies were not corrected. (See ch. 4.)

Lack of prompt followup

CFTC's regional offices did not promptly follow up on
the deficiencies noted in the exchanges' rule enforcement

1/ CFTC's review of the fifth exchange, the New York Mercan-
T tile Exchange, did not reveal any deficiencies.
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programs in 1975 but waited until 1976 and 1977 to perform
more comprehensive reviews. The Chicago regional office
claimed it lacked adequate staff to perform the necessary
followuo, and the New York regional office wanted to give

the exchanges ample time to acquire staff to implement CFTC's
guidelines on rule enforcement. However, as discussed in

the next chapter, CFTC's 1976 reviews disclosed that rule
enforcement at the New York and Chicago exchanges had not
imoroved.

PROBLEMS IN THE REVIEW OF
CONTRACT TERMS AND CONDITIONS

According to CFTC's Advisory Committee on the Economic
Role of Contract Markets, properly drafted contract terms and
conditions reduce the potential for manipulation, congestion,
or control and promote greater hedging and pricing benefits
to commercial users of the futures markets. However, CFTC
approved trading in previously regulated commodities without
carefully reviewing whether the contract terms and conditions
used by the applicable exchanges complied with the act or
CFTC guidelines.

CFTC's 1975 reviews of the terms and conditions of pre-
viously unrequlated commodities were also not thorough. 1In
some cases, CFTC designated exchanges despite known contract
deficiencies. Further, although exchanges have coutinuing
responsibility to ensure that contract terms and condiiions
reflect changing market conditions, CFTC has not monitoread
exchange programs to accomplish this or established its own
programs for contract reviews.

The importance oi properly drafted contract terms and
conditions was underscored by the CFTC advisory committee.
In its July 1976 report, the Committee concluded that
" % % * proper contract terms and conditions can be more
effective in preventing market abuse than any requlatory
action after an abuse has occurred." The report added that
on2 of the most productive areas for investment of Commis-
sion resources is 1n assuring that the exchanges constantly
work to improve the terms and conditions of their contracts.

Some examples of contract terms and conditions consid-
ered important under CFTC's market designation guidelines
include whether

--the number of delivery points is sufficient to assure
orderly liquidation of contracts,

--transportation and storage faclilities are adequate
and whether the public has access to such facilities,
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--grading or inspection services are easily accessible,

--access to a cash market is adequate so that deliver-
les can be resold,

--public or private market news is reliable,

--price differentials arising from different delivery
locations are reasonable, and

~-grade differentials of commodities are reasonable.

The importance of proper contract terms and conditions
is amplified by various provisions of the act. Under sec-
tion 5, CFTC approval of contract terms and conditions is a
prerequisite for market designation. 1/ Section 5a requires
that exchanges, after initial designation, assure that con-
tract terms and conditions are adjusted when necessary to
recognize changing market conditions over time. CFTC is
authecrized by section 5a to investigate an exchange's con-
tract terms and conditions and, if necessary, require the
exchange to revise them.

Reviews of contract terms and
conditlions before designation
not made or not thorough

CFTC did not review the contract terms an¢ conditions
of the 39 futures contracts previously regulated by the
Secretary of Agriculture because of severe time constraints
and CFTC's heavy workload. CFTC intended to review these
contracts later pursuant to section 1.50 of its regulations,
which reguired contranct markets to submit evidence at least
once every 5 years that they continue to comply with the
provisions of sections 5 and 5a of the act. 2/ However, as
of April 1978, CFTC had reviewed only 8 of the 65 active
contracts traded on the 10 national exchanges.

1/ The act provides that exchanges located at terminal mar-
kets can be exempted from this provision.

2/ In December 1977 the Commission issued proposed changes

T to its regulation 1.50 which would eliminate the manda-
tory 5-year filing requirement and the requirement that
submissions demonstrate compliance with sections 5 and
5a of the act. Instead, exchanges would be requested to
submit such reports as the Commission may specify.
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To allow uninterrupted trading, in April 1975 CFTC pro-
visionally designated contract markets for the previously
unrequlated commodities without a review of contract terms
and conditions. CFTC gave the respective exchanges a few
months to submit the reguired market designation applications
and supporting documentation. CFTC's reviews of the submis-
sions were performed hurriedly and were of limited scope.
Nevertheless, CFTC found deficiencies in some of the con-
tracts but designated them all in July 1975.

For example, CFTC's New York office noted deficiencies
with regard to the terms and conditions of contracts in
silver coins, palladium, gold, and silver which are traded
on two New York exchanges. Nevertheless, CFTC approved the
contracts, stating it would perform indepth reviews of these
and the other previously unregulated contracts in more de-
tail later. However, as of April 1978, CFTC had not
reviewed these or other newly regulated contracts. A CFTC
official told us that "higher priority work" on proposed
options trading and a potato default case on the New York
Mercantile Exchange prevented them from performing the fol-
lowup reviews.

Need to monitor contracts
after designation

As previously mentioned, the act requires that terms
and conditions of the futures contracts adequately and con-
tinuously reflect prevailing conditions in the cash market.
Exchanges that do-.-not comply are subject to CFTC enforce-
ment action. However, our review showed that CFTC has not
closely monitored exchange performance in this area. CFTC's
general practice has been to wait for the exchange to sub-
mit contract changes to the Commission for approval rather
than to systematically monitor the quality of exchange con-
tract review activities. For example, between July 1, 1975,
and March 31, 1977, CFTC reviewed proposals by CME and CBT
to change the terms and conditions of 12 of their contracts.
Although exchange officials contend that their committees
continuously review all their contracts, CFTC did not moni-
tor committees' activities to determine the frequency and
quality of such reviews. CFTC Chicago officials told us
that they were unfamiliar with exchange activities in this
area.

During our review of CFTC files, we noticed that in
February 1977 CFTC had advised CBT that its soybean futures
contract was susceptible to manipulation because Chicago is
the only point at which contract deliveries can be made.
Chicago soybean receipts have declined over the last 20
years, while nationwide soybean production and soybean
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futures trading have trebled. 1In Augqgust 1975 CBT proposed
St. Louis and Toledo as additional delivery points for soy-
beans, but the proposal was withdrawn by mutual agreement,
Recently, CFTC concluded that the volume of soybeans entering
the Chicago market is inadequate to support the futures con-
tract and recommended that CBT consider adding additional
delivery points. The exchange, however, saw no need for ad-
ditional delivery points. As of April 1978 the issue had not
been resolved.

In New York we found that CPTC identified some cositracts
that needed revision but CFTC had not obtained the necessary
changes. For example, in August 1976 CFTC found that the New
York Cocoa Exchange's cocoa contract did not conform to normal
commercial practices because of fundamental changes in produc-
tion and delivery conditions which have occurred@ since the
contract was established 35 years ago. Al. hough over 60 per-
cent of all cocoa delivered between 1949 and 1975 on the New
York Cocoa Exchange contract was from the Dominican Republic,
it represented only about 3 percent of the total world pro-
duction in that period.

On the basis of the August 1976 study, CFTC recommended
that the Cocoa Exchange change some of the terms and conditions
of the cocoa contract. The exchange objected but set up a
special committee to study the matter. However, as of April
1978 the matter had not been resolved.

We discussed CFTC's efforts to review contract terms
and conditions with agency officials responsible for such
reviews. They described CFTC's efforts as virtually inoper-
ative and at a standstill. A CFTC official agreed with our
observation that CFTC's limited work in this area has been
reactive rather than deliberate.

We also learned that the extent of future CFTC efforts
to systematically review contract terms and conditions is un-
certain. A December 1977 memorandum to the Commission from
the office responsible for the revicw program stated that
during fiscal year 1978 the office planned to revitalize
CFTC's efforts in this area. However, the office also stated
that the program is one which would likely be postponed to
accommodate higher priority needs, such as new contract mar-
ket designaticns and the proposed options pilot program. We
have serious reservations concerning CFTC's policy of consid-
ering options and new contract market designations as being
higher priority than assessing the adequacy of the existing
contracts it regulates.
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ECONOMIC PURPOSE AND PUBLIC INTEREST
NOT ADEQUATELY DEMONSTRATED

. CFTC has not strictly enforced its requirement that ex-
changes pass an economic purpose test by proving that proposed
contracts can reasonably be expected to be used for pricing
or hedging purposes. Also, CFTC needs to clarifv its market
designation guidelines and better explain the type and quan-
tity of evidence that exchanges need to submit to pass the
test. Further, CFTC may not be fully implementing section
5(g) of the act, which specifically requires that exchanges
must demonstrate before market designation that futures
trading in proposed contracts would not be contrary to the
public interest.

CFTC interpreted the act, based on the legislative his-
tory, to include the concept of an “economic purpose test."
Accordingly, CFTC required in its guideline 1 that exchanges
provide CFTC with evidence that

--prices of the commodity for which designation is
sought can be expected to be generally quoted and
disseminated as a basis for determining prices to pro-
ducers, merchants, or consumers or

--the futures contract can be expected to be used by
producers, merchants, and consumers as a means of
hedging themselves against possible loss through
fluctuations in price.

Guideline 1 also states that to pass the economic
purpose test an exchange must establish "* * * that some-
thing more than occasional use of the contract for hedging
or price base exists, or can reasonably be expected to ex-
ist." The guidelines do not indicate the specific type or
guantity of evidence which must be submitted. However,
CFTC's practice is to allow an exchange to pass the test
if it can obtain more than one letter from potential com-
mercial users which are in favor of the contract. Concern-
ing public interest, CFTC only requires that exchanges af-
firm that trading in the proposed contract will not be con-
trary to the public interest.

In applying its economic purpose test and in consider-
ing a contract's public interest, CFTC has taken the posi-
tion that a futures contract which is likely to be traded
actively on an organized futures market can be presumed to
provide economic benefits, such as hedging and price dis-
covery, unless it has a fundamental flaw. Therefore, CFTC
maintains it should approve all contracts that do not contain
obvious flaws. CFTC refers to this as the "why not?" test,
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Because we questioned whether CFTC's economic purpose
test was sufficiently thorough and whether its "why not?"
test and the affirmation it requires of exchanges met the
intent of section 5(g) of the act, we discussed these mat-
ters with CFTC officials. A high-ranking CFTC economist
told us that in his opinion the economic purpose and the
public interest tests are "shams" and that he had told this
to the Commission. The so-called economic purpose test is
not a test at all, according to this official, because it
consists merely of soliciting some evidence that commercial
sources which participated in the development of the con-
tract have expressed an interest in its hedging potential.

According to the official the public interest test is
even more deficient because it consists merely of an affir-
mation from the exchange proposing the contract. He pointed
out that it might reasonably be asked how anyone could ex-
pect an exchange which is propesing a contract to say any-
thing else.

Another CFTC official told us that the Commission's
"why not?" test was conceived because the Commission did
not want to question the theoretical arguments underlying
the economic merits of futures trading. She believed,
however, that it was the Commission's statutory responsi-
bility, before designating a contract, to establish whether
in fact a contract would be in the public interest. She
stated further that the Commission should reexamine the
economic purpose and public interest requirements contained
in guideline 1 as they pertain to initial and continued
designation of contracts.

As part of our review of CFTC market designation
procedures, we examined CFTC's designation of selected
futures contracts, including long term U.S. Treasury
bonds and commercial paper {CBT, August and July 1977)
and platinum (CME, July 1977). Our examination of CFTC
market designation files and discussions with CFTC of-
ficials disclosed that the exchanges did not submit suf-
ficient evidence that the three proposed contracts courld
reasonably be expected to be used for pricing or hedging
purposes., Therefore, according to CFTC headquarters of-
ficials, CFTC regional staff contacted industry repre-
sentatives to develop such evidence and thereby indepen-
dently establish the economic purpose of the three con-
tracts. However, CFTC regional staff were not successful,

For example, evidence CFTC obtained for the U.S.
Treasury bonds contract consisted of interviews with of-
ficials of three banks, one department store, and one
brokerage firm; however, none of the officials indicated

28



their firms would use the contract for pricing and hcdging
purposes. As support for the platinum contract, CFTC inter-
viewed a number of metal processing companies and traders.
However, most of these firms and traders were using a plat-
inum contract traded on the New York Mercantile Exchange.
While several of these firms were in favor of the larger

CME contract which called for delivery of 100 troy ounces
vs. New York's 50 troy ounces, they did not confirm they
would use CME's contract.

Because the exchanges did not supply evidence as re-
quired by CFTC "#* * * that something more than occasional
use of the contract for hedging or price basing exists,
or can reasonably be expected to exist," we asked CFTC
officials why the three contracts were designated. They
replied that the Commission takes a very liberal view
when it considers the economic purpose of contracts.
According to one of the officials who was present at the
Commission meeting at which it decided to approve one of
the contracts, the Commission expressed concern over the
lack of evidence on the contract's purpose but not enough
concern to delay approval of the contract until the eco-
nomic purpose was satisfactorily established.

In New York we reviewed CFTC's designation of the New
York Mercantile Exchange as a contract market in industrial
fuel 0il and designation of the New York Cotton Exchange
as the contract market for crude oil. Concerning indus-
trial fuel o0il, we found that CFTC's New York regional
office recommended to CFTC headguarters that the contract
not be designated by the Commission because, among other
things, the exchange did not comply with CFTC's request
that it provide letters from industry members indicating
the potential or actual use of the contract for hedging
or pricing purposes. Also, CFTC interviews with industry
representatives failed to identify a hedging or pricing
purpose for the contract. Further, CFTC found that the
0il referred to in the contract's terms and conditions did
not meet U.S. Environmental Protection Agency air pollution
standards throughout most of the northeastern and south-
eastern regions of the United States.

CFTC's New York regional office review of the New
York Cotton Exchange's submission for designation as a
contract market in crude o0il also revealed a lack of evi=-
dence that the contract could be reasonably expected to
be used for hedging or pricing purposes. Further, the
regional office's reviews of actual trading in the con-
tract did noc turn up any evidence of hedging in the
contract, Accordingly, the regional office recommended
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to CFTC headquarters that the exchange not be given a per-
manent designation. However, despite the regional office's
recommendations, the Commission designated the above con-
tracts in July 1975, deciding to pursue the economic pur-
pose problems later.

In its July 1975 designation letter to the New York
Cotton Exchange, the Commission expressed concern about the
lack of trading of the crude oil contract and the fact that
contracts with low volume, such as crude o0il, tend to be
more susceptible to manipulation and other practites which
are contrary to public interest. 1In the summer of 1976,

a New York grand jury with assistance from CFTC initiated
an investigation of alleged violations of State fraud and
tax laws through prearranged trading in crude oil futures,
In July 1976 CFTC's Chairman acknowledged that if the con-
tract was used primarily for tax avoidance, it served no
economic purpese and that CFTC would consider whether to
terminate it after the investigation was completed. 1In
April 1978 a Federal grand jury indicted five brokers and
a New York grand jury indicted six brokers on charges of
fravd and tax evasion stemming from trading in crude oil
futures on the New York Cotton Exchange. According to a
Justice Department official, the investigation was
continuing.

NO FOLLOWUP ON DEFICIENCIES DISCLOSED
DURING REVIEW OF EXCHANGE RULES

Before designating exchanges in 1975, CFTC performed
a limited review of exchanges' rules to determine whether
the rules conformed to provisions of the act or CFTC regu-
lations. CFTC looked at exchange rules on preventing
fradulent and other illegal transactions, recordkeeping,
contract terms and conditions, segregation of customer
funds, and various other exchange duties. CFTC's reviews
disclosed a number of deficiencies in exchange rules.
However, CFTC did not always promptly follow up to get the
exchange to change the rules.

For example, CFTC asked CBT to revise a rule allowing
floor brokers trading in silver and iced broilers (chick-
ens) to continue trading during the closing call. This
gave floor brokers an advantage over customers, according
to CFTC reviewers. The exchange claimed that revising the
rule would not eliminate a broker's advantage over cus-
tomers. As of January 1978, the dispute had not been
resolved.

In another case CFTC asked CBT to pass a rule requir-
ing its members to file certain reports on cash and futures
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transactions that would satisfy section 5(b) of the act.
The exchange opposed such a rule because it believed it was
the Commission's responsibility and not an exchange's to
implement congressional policy and interpret and enforce
the act. However, it was not until December 1977, or about
18 months after its review of CBT, that the Commission is-
sued a proposed requlation which addressed the issue. The
regulation would require that when the Commission so directs,
CBT, as well as all other exchanges, will conduct investiga-
tions or proceedings as may be necessary to enforce require-
nents of the act.

Our reviews of CFTC's designations of five selected
futures contracts traded on New York exchanges also dis-
closed that CFTC did not require exchanges to make revisions
in some of their rules. For example, CFTC's rule reviews
showed that one exchange needed to clarify a rule on the
exchange's procedures for allocating trades under certain
market conditions. In another case CFTC found that an
exchange's rules apparently permitted the exchange to amend
its rules without prior CFTC approval. As previously men-
tioned, the act requires such approval. As of January 1978
these rule deficiencies and others remained unresolved.

In its market designation letters to the New York and
Chicago exchanges, the Commission stated that due to time
constraints imposed by the act, it was unable to conduct
indepth reviews of exchanges' rules and that eventually
the Commission would actively and aggressively conduct re-
views of exchanges' rules. 1In January 1978, 30 months
after initial market designation, a CFTC official advised
us that CFTC had just started reviews cof some of the New
York exchanges. CFTC officials cited higner priorities as
the reason CFTC waited so long to perform the reviews,

CONCLUSIONS

CFTC's initial market designation reviews were clearly
inadequate to assure that exchanges met statutory and CFTC
designation requirements., The reviews were performed hur-
riedly and were incomplete and cften superficial. Although
our review concentrated on CFTC's 1975 initial market des-
ignation reviews, our review of some recently designated
contracts showed that improvements in CFTC procedures are
still needed.

In the rule enforcement portion of the contract market
designation process, CFTC's reviews were superficial and did
not. uncover many deficiencies in exchanges' programs., Also,
exchanges were later designated as contract markets in
additional commodities even though CFTC did not determine
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whether original deficiencies or those disclosed by subse-
quent rule enforcement reviews had been corrected.

In view of the central role rule enforcement plays in
the self-regulatory theme of the act and in CFTC's regula-
tory philosophy, CFTC should adopt a strict policy of only
designating an exchange as a contract market in a new com-
modity when CFTC has determined through its rule enforcement
reviews that the exchange has a viable affirmative rule
enforcement program.

While properly drafted contract terms and conditions
are considered the most effective way of preventing market
abuse, CFTC did not review the terms and conditions of the
previously regulated contracts in 1975 and has only per-
formed a few such reviews since then. Also, CFTC reviews of
newly regulated contracts were limited. In cases where ite
reviews did uncover deficiencies, it did not follow up with
the exchanges to obtain timely resolution of the problem.

Although exchanges have a continuing responsibility to
ensure that contract terms and conditions reflect changing
market conditions, CFTC has not monitored exchange programs
to accomplish this or established its own program to re-
view contracts. Also, CFTC plans for increased effort in
this area may fall victim to options work and other "high
priority" items. We guestion whether CFTC should consider
designating new contracts or, as discussed later in this
report, embarking on a new area of regulation--commodity
options--until it has a firm grip on existing commodities
under its regqgulatory umbrella.

Another neglected area in CFTC's market designation
process is the absence of a meaningful public interest test.
Although the act expressly requires exchanges to demonstrate
that trading in a particular commodity will not be contrary
to the public interest, CFTC has not reguired exchanges to
do so. Instead, it relies on its "why not?" test and a sim-
ple affirmation from the proposing exchange. We have seri-
ous reservations about whether CFTC's approach fulfills the
statutory requirement that proposed contracts not be con-
trary to the public interest.

Also, our review of selected contracts designated by
CFTC showed that it did not adequately enforce its economic
purpose requirements aimed at determining whether the con-
tract would be used by producers, merchants, or consumers
for hedging or pricing purposes. Further, CFTC needs to
clarify its market designation guidelines to better explain
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the type and quantity of evidence exchanges must provide
CFTC to establish that contracts will be used for pricing
or hedging purposes.

Finally, we found that CFTC did not perform indepth
systematic reviews of exchange rules to determine whether
they conform to CFTC regulations and the act. Although
CFTC told the exchanges in 1975 that it would subsequently
perform such reviews, CFTC has only recently started to
perform them.

RECOMMENDATIONS TO THE CHAIRMAN, CFTC

To ensure only those contracts meeting statutory re-
quirements are designated and remain designated as contract
markets, the Commission should:

~~Promptly follow up on all unresolved and outstanding
issues pertaining to the 1975 initial designations.
This should include performing indepth, across the
board reviews of exchanges' rules, especially those
dealing with contract terms and conditions of actively
traded contracts.

--Clarify and enforce CFTC's market designation guide~
lines dealing with the economic purpose test and
consider establishing and adding to the guidelines
a meaningful public interest test,

~~Establish a program to monitor how well the exchanges
are carrying out their continuing responsibility to
ensure that contract terms and conditions reflect
changing market conditions